Abstract-The objective of this research is to examine the degree of correlation between the cost of capital from a side and shares market prices and their book values at Kuwait Stock Exchange from the other side. The notion here is that correlation of some sort is transpiring which could affect published financial information and decision making at large. The basic equity valuation model used in the study is the one developed originally by Ohlson (1995), which relates the firm's equity market value to its book value adjusted for abnormal earnings. A sample of Kuwaiti firms listed on Kuwait stock exchange is used for testing this presumption for the period between 2005 and 2011. The results showed a negative correlation between the cost of capital versus companies' book value on one side, and the cost of capital versus companies' market value on the other side.
I. INTRODUCTION
After the recent financial crises that the world has witnessed in year 2008, a gap has become obvious between the estimated fair value of most listed companies and its actual values that are reflected by its financial statements. Hence and to investigate this fact on the Kuwaiti listed companies, our research is an attempt to test the degree of correlation between the cost of capital and the market value. In other word, the effect of the cost of capital on firms book value. This test is based on the equity valuation model, which was developed originally by Ohlson (1995) .
Results will assist in understanding the viability of the share prices to companies operations reflected by the amount of leverage it holds, in addition to checking for any market feedback to the financial performance of companies after commencing operations.
The research project covers samples of the companies listed on Kuwait Stock Exchange (KSE) for the period between 2005 and 2011 and represent most sectors in KSE totaling to twenty-three companies.
II. RESEARCH IMPORTANCE
Results certainly assist decision makers in setting policies applicable for the determination of disclosure requirements. Both abnormal earnings per share and book value are useful equity market value indicators, which in turn are affected by interest rates and the cost of finance on the company. This research is to measure the incremental value information content of published data. Currently, book value is more important to investors in determining fair prices that are affected by abnormal earnings or abnormal operating cash flow.
III. LITERATURE REVIEW
There are significant amount of research conducted on corporate finance as pertinent to stock prices and the cost of capital. Correlation coefficient here is a statistical method used to examine the degree of strength between the two variables.
Ohlson (1995) provided a research paper explains the relationship of the firm's equity value with its book value and market value. Reference [1] declared that Ohlson model has significantly improved the implications of the empirical research in that field. Reference [2] citied that " Ohlson (1995) and Feltham and Ohlson (1995) papers are landmark works in financial accounting". Lundholm added "Ohlson and Feltham present us with a very crisp yet descriptive representation of the accounting and valuation process" [2] .
As per [3] , Ohlson model provided better prices of stocks compared to the other discounted cash flows and dividends approaches. In addition he stated "The Ohlson (1995) and Feltham and Ohlson (1995) studies stand among the most important developments in capital markets research in the last several years. The studies provide a foundation for redefining the appropriate objective of [valuation] research". Reference [4] added that this model provides a complete approach to valuation comparing to other valuation approaches.
A study conducted by [5] using Ohlson (1995) model showed that the value relevance has decreased in New York Stock Exchange for the period tested from 1978 to 1997. The reason behind this study was to examine the relevancy between the book value and dividends from a side and the book value and earnings from the other side.
In 2001, Ohlson model have attracted many researchers such as [6] , [7] in addition to [8] . The previous tests took place in Sweden using the cross section data, USA using the same previous approach and in USA also using the time serious period respectively. All tests results show that this model is applicable and efficient.
An unpublished research conducted in 2004 by [9] at the University of Cape Town applying Ohlson (1995) Reference [10] have used 21 listed companies from Tehran Stock Exchange for a period of fifteen years and reviewed seven linear information models. The research resulted that the Ohlson model (1995) is the best among the other models reviewed in terms of the abnormal earning forecasting.
One of the important researches was conducted by [11] using the Ohlson model. Vazquez described it as the model that explains the market value of the company as a linear regression of its book value, abnormal earnings with the other variable information. Reference [12] stated that "The Ohlson (1995) valuation model made a hit in the market-based research; it motivated the adoption of the historical price model in the value relevance studies".
There are a number of studies, which were conducted using Ohlson (1995) valuation model, which have examined the company's earnings and book value. Reference [13] examined the degree of correlation of the financial variables and the underlying stock prices in the Mexican market. The results of [13] test show that the earnings and book value are correlated. In their study, [14] have investigated the relationship of earnings and book values to the stock prices in six countries from Asia. [14] argued that this kind of test would be useful for settling the international accounting standards.
Another study conducted by [15] investigated the changes in the relevance of book values and earnings over forty years for the period from 1953 to 1993. Results showed an increase in the combined value of earnings and book values over the study period.
In his research [16] commented on Ohlson (1995) model and mentioned that the empirical studies could not find any superiority of Ohlson (1995) over the discounted cash flow method. In his study, he relied on [1] which concluded that using the Ohlson model "provides only minor improvements over existing attempts to implement the dividend-discounted model by capitalizing short-term earnings forecasts in perpetuity". While [17] tested Ohlson Model to check for the treatment of the other information, seemed to be generally supporting information dynamics of Ohlson model.
Hence and based on the studies mentioned above, it would be reasonable to use the same model of Ohlson (1995) in testing the existence of correlation on Kuwait stock exchange companies between the share prices from a side and the book value and earnings from the other side.
IV. METHODOLOGY
This paper aims at examining the effect of cost of capital on share prices of Kuwaiti listed companies. The model is based on the cost of capital as well as the book value after adjusting the abnormal earnings. Ohlson (1995) basic equity valuation model is used in to measure the degree of correlation as represented by the following equation:
(
1) where
Pt is the market value of the firm's share equity, time t. bvt is the book value of the firm's share equity, time t. χªt is the abnormal earning per firm's share during the year t.
vt is a non-accounting value relevant information, time t. α1, α2, are coefficients taking values that are a function of the linear information dynamics models and the risk free rate for the firm.
As for estimating the discount rate and cost of capital (defined as WACC which is the weighted average cost of capital), most researches used a discount rate of 12%. Yet, few of them used specific discount rate was calculated for each single firm for each year [18] .
On the other hand, the widely recognized technique CAPM (Capital Asset Pricing Model) is frequently used as discount rate as per [19] which can be determined by the following formula:
where DR is the Discount Rate Rfr is the Risk Free Rate β is the company Specific Risk Rp is the Risk Premium of the Country Hence, the Weighted Average Cost of Capital (WACC) would be as follows:
where DR is the discount rate D is the debt for each firm E is the equity for each firm I is the interest rate Note: No tax was assumed since Kuwait is a tax-free country V. SAMPLE SELECTION AND DATA
The study uses a sample from the companies listed on Kuwait Stock Exchange (KSE). Twenty-three companies were included from different sectors, noting that KSE new classification consists of fifteen sectors. Hence, companies were taken from the different sectors to end up with twenty-three companies as detailed in Table I . Data were collected for the period between 2005, while book value per share was calculated based on the company's yearend audited financial statements. Companies included in the test have a non-negative book value during the studied years. Share prices included in the study are the yearly closing price for every company from the Kuwait stock exchange probably due to the fact that companies included in the test are active in Kuwait Stock Exchange (KSE).
As per used risk free rate, researchers adopted the average yield on long term treasury bonds for each year included in the test. While, risk premium used as per Damodaran's figures for Kuwait risk premium for each year included in the test. Table II reports summary statistics for variables used in the analysis reported in the columns. MVS is the share price (the market value of the company's share) on the last traded day of each year. BVS is the book value of company's equity as of December yearend financial statements. WACC is the company's weighted average cost of capital calculated based on the discount rate of each company (cost of equity) and cost of debt as explained in the previous equations. The study ended up with 23 observations for each variable distributed over seven years for twenty three companies listed on Kuwait Stock Exchange (KSE) from different sectors.
VI. DESCRIPTIVE STATISTICS

VII. RESULTS AND DISCUSSION
The data covered in the study includes companies from different sectors in Kuwait stock exchange with a total book value of nearly KD 6.6 billion. The market capitalization (MCAP) of the companies used in the test is estimated at KD 12 billion which represent around 40% of the total market MCAP of the KSE which is around 30 billion at the time of the study.
The test results show a negative correlation between the cost of capital and the book values of Kuwait stock exchange companies used in the test as indicated in Table III. In the other test conducted in this study, the correlation was negative also between the cost of capital and the share prices for the same companies as indicated in Table IV. Results indicated that there is a negative correlation for the book values and the share prices when tested against the cost of capital for the sample of companies used in this test. Hence, it is logically expected that some listed companies on KSE to be liquidated in the near future or at least to get out of the KSE market. The reason behind this is the gap between the cost of capital, book values, and market values. In other words, they are moving with different directions. This would be due to the misallocation or the distribution of the company's capital structure which is definitely need to be reengineered before these companies find themselves out of the market.
Hence, Ohlson (1995) model is considered an advanced and improved model as it relates the stock price to its book value and cost of capital. Therefore, it gives a clear view on the company financial situation and its ability to continue in the market based on its current capital structure and its stock performance in the market. Moreover, it shows if the company needs to make some changes in its capital structure at least to ensure the minimum returns for its shareholders.
